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Enclosed is the final audit report on the Combined Inmate Welfare Fund (Fund) for the fiscal
year ended June 30, 2007. The final report includes the Fund's Combined Balance Shest;
Combined Statement of Revenues, Expenses, and Changes in Fund Balance; and
Supplemental Schedules of Revenues and Expenses by Institution.

The Fund’s financial statements were fairly presented. Because there were no audit findings or
issues requiring a response, we are issuing the report as final. In accordance with Finance's
policy of increased transparency, this report will be placed on our website.

We appreciate the cooperation and assistance of California Department of Corrections and
Rehahilitation staff during our audit. If you have any questions regarding this report, please
contact Richard R. Sierra, Manager, or James Kong, Supervisor, at (916) 322-2985.
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EXECUTIVE SUMMARY

The Department of Finance, Office of State Audits and Evaluations, performed this audit as
required by Sections 5005 and 5006 of the California Penal Code. The purpose was to audit
the Department of Corrections and Rehabilitation's (Department) Combined Balance Sheet and
related Statement of Revenues, Expenses and Changes in Fund Balance of the Inmate Welfare
Fund (Fund) for the fiscal year ended June 30, 2007. The audit objectives were to:

» Express an opinion on the financial statements based on our audit conducted in
accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the
United States. :

o Verify that the financial statemenis were prepared in conformity with the
accounting practices for the Fund as prescribed by the State of California and the
Department, which comprise a comprehensive basis of accounting other than
Generally Accepted Accounting Principles.

e As necessary, report on internal control and compliance weaknesses, and provide
recommendations for improving controts over Fund operations.

Audit Results

e The aforementioned financial statements are fairly presented for the fiscal year
ended June 30, 2007,

¢ There were no material internal control or compliance weaknesses. Suggestions
for improving the Fund’s oversight and operations were separately reporied to

the Department.

This report is a public record. Requests for copies should be made to the Department.




ARNCOLD SCHWARZENEGGER, GOVERNOR

215 L STREET @ SACRAMENTD CA B 9581 4-3706 B www.DOF.CA.GOV

NDEPENDENT AUDITOR’S REPORT

Mr. Matthew Cate, Secretary

California Department of Corrections and Rehabilitation
P.0O. Box 942883 ,

Sacramento, CA 84283-0001

We have audited the accompanying Combined Balance Sheet (Statutory Basis) of the Inmate
Welfare Fund (Fund) as of June 30, 2007, and the related Combined Statement of Revenues,
Expenses and Changes in Fund Balance (Statutory Basis) for the year then ended. These
financial statements are the responsibility of the California Department of Corrections and
Rehabilitation (Department) and institution management, and present information on the
activities of the Fund taken as a whole. They are not intended to be a complete presentation of
all the financial activities of the Department or of individual institutions. Our responsibility is to
express an opinion on these financial statements based on our audit.

Except as discussed in the following paragraph, we conducted our audit in accordance with
auditing standards generally accepted in the United States of America and the standards
applicable to financial audits contained in Government Auditing Standards, issued by the
Comptroller General of the United States. Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a
reasonable basis for our opinion.

In connection with our audit, there are certain disclosures required by Government Auditing
Standards. Finance is not independent of the audited entity, as both are part of the State of
California’s Executive Branch. As required by various statutes within the California Government
Code, Finance performs certain management and accounting functions. These activities impair
independence. However, sufficient safeguards exist for readers of this report to rely on the
information confained herein.

As described in Note 2, these financial statements were prepared in conformity with the
accounting practices for the Fund as prescribed by the State of California and the Department,
which comprise a comprehensive basis of accounting other than Generally Accepted
Accounting Principles.




In our opinion, the combined statutory basis financial statements referred to in the first
paragraph present fairly, in all material respects, the financial position of the Fund as of

June 30, 2007, and the results of its operations and changes in fund balance for the year then
ended in conformity with the basis of accounting described in Note 2.

Our audit was conducted for the purpose of forming an opinion on the financial statements of
the Fund taken as a whole. The supplemental information, as listed in the table of contents, is
presented for purposes of additionat analysis and is not a required part of the financial
statements of the Fund. Such information has been subjected to the auditing procedures
applied in the audit of the financial statements of the Fund and, in our opinion, is fairly stated in
all material respects in relation to the financial statements of the Fund taken as a whole.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the Department’s internal control over
financial reporting as a basis for designing our auditing procedures for the purpose of
expressing our opinion on the financial statements, but not for the purpose of expressing our
opinion on the effectiveness of the Department’s internal control over financial reporting.
Accordingly, we do not express an opinion on the effectiveness of the Department’s internal
control over financial reporting.

A control deficiency exists when the design or operation of a control does not allow
management or employees, in the normal course of performing their assigned functions, to
prevent or detect misstatements on a timely basis. A significant deficiency is a control
deficiency, or combination of control deficiencies, that adversely affects the Department’s ability
to initiate, authorize, record, process, or report financial data reliably in accordance with the
Statutory Basis of accounting such that there is more than a remote likelihood that a
misstatement of the Department’s financial statements that is more than inconsequential will not
be prevented or detected by the Department’s internal control, :

A material weakness is a significant deficiency, or combination of significant deficiencies, that
results in more than a remote likelihood that a material misstatement of the financial statements
will not be prevented or detected by the Department’s internal control.

Our consideration of internal control over financial reporting was for the limited purpose
described in the first paragraph of this section and would not necessarily identify all deficiencies
in internal control that might be significant deficiencies or material weaknesses. We did not
identify any deficiencies in internal control over financial reporting that we consider to be
material weaknesses, as defined above.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the Department’s financial statemenis
are free of material misstatement, we performed tests of its compliance with certain provisions
of laws, regulations, and contracts, nancompliance with which could have a direct and material
effect on the determination of financial statement amounts. However, providing an opinion on
compliance with those provisions was not an objective of our audit, and accordingly, we do not
express such an opinion. The results of our tests disclosed no instances of noncompliance or
other matters that are required to be reported under Government Auditing Standards.




We noted certain matters that we reported fo Department management in a separatie letter
dated October 24, 2008.

This report is intended solely for the information and use of Department and instifution
management, those charged with governance, and others within the Department, and is not
intended to be used by anyone other than these specified parties. However, this reportis a
matter of public record and its distribution is not limited.

Original signed by:

David Botelho, CPA

Chief, Office of State Audits and Evaluations
(916) 322-2985

October 24, 2008




BALANCE SHEET -

STATUTORY BASIS

California Department of Corrections and Rehabilitation
Inmate Welfare Fund
Combined Balance Sheet—Statutory Basis
As of June 30, 2007

Assets
Cash $ 1,654,827
Deposits in Surplus Money Investment Fund 13,179,000
Accounts Receivable 50,787
Due From Other Funds 1,761,041
Canteen Merchandise for Resale 3,681,559
Equipment 2,543,044
Prepaid ltems 5,208

Total Assets $22.875,468

Liabilities and Fund Equity

Liahilities:
Accounts Payabie $ 1,339,467
Claims Filed 1,251,766
Due to Other Funds 1,044,921
Advance Collections 524 511
Uncieared Collections 18,682
Total Liabilities 4,179,347
Fund Equity:
Investment in Equipment 2,543,044
Fund Balances:
Reserved for Canteen Inventory at Cost 3,681,559
Reserved for Prepaid ltems 5,208
Unreserved/Undesignated 12,466,308
Total Fund Equity 18,696,119
Total Liabilities and Fund Equity $22.875,466

The accompanying notes are an integral part of the financial statements.




STATEMENT OF REVENUES, EXPENSES AND

CHANGES IN FUND BALANCE—STATUTORY BASIS

California Department of Corrections and Rehabilitation
inmate Welfare Fund
Combined Statement of Revenues, Expenses and
Changes in Fund Balance—Statutory Basis
For the Fiscal Year Ended June 30, 2007

Operating Activity

Net Canteen Sales $47,142,513
Less: Cost of Goods Sold 27,236,180
Gross Margin from Canteen Sales 19,806,333
Less: Personal Services 13,707,106
Supplies and Equipment 346,010

Inmate Pay 111,981

Total Canteen Expenses 14,165,097
Income from Canteen Sales 5,741,236
Photo Project Revenue 723,788
Less: Photo Project Supplies 363,974
Inmate Pay 3,483

Income from Photo Project 356,331
Handicraft Revenue 41 688
Less: Handicraft Supplies and Expense 7,045

Inmate Pay
Income from Handicraft Project

Income from Operating Activity

4,355

30,288

6,127,855

The accompanying notes are an integral part of the financial statements,




Non-Operating Activity
Non-Operating Revenue
Interest on Investmentis
Special Purchases Surcharge
Miscelianecus Non-Operating Revenue
Total Non-Operating Revenue

Non-Operating Expenses
Administrative Expenses
Audit Expenses
inmate Benefits:

Telephone-Visitor Hotline
Library
Awards
Movie Rental
Entertainment
Other

Total Non-Operating Expenses

Loss from Non-Operating Activity

Current Year Net Loss
Prior Year Adjustments

Total Net Loss

Fund Equity, July 1, 2006
Net Additions (Deletions) 1o Fixed Assets

Fund Equity, June 30, 2607

710,881
117,883
143.060
971,824

6,955,946
524,211

23,998
22,087
72,969
313,758
5,448
14,457

—_— Ty e

7,932,874
(6,961,050)

(833,195)
138,933
(694,262)

19,445,357
(54,976)

$18.696.119

The accompanying notes are an integral part of the financial statements,




NOTES T0 FINANC!AL STATEMENTS

1.

California Department of Corrections and Rehabilitation
Inmate Welfare Fund
Notes to Financial Statements—Statutory Basis
For the Fiscal Year Ended June 30, 2007

Definition of the Reporting Entity

The Inmate Welfare Fund (Fund), administered by the California Department of Corrections
and Rehabilitation (Department), was created by Chapter 102, Statutes of 1945. The
Department Secretary administers the Fund through budgetary appropriations and oversight
of the Fund's annual allocation to each of the correctional institutions focated statewide. The
warden of each correctional institution administers the institution's Fund operations.

The Department maintains separate accountability for each institution’s Fund operations.
The Department’s Fund and Trust Accounting Section, located in Sacramento, administers
the Fund as a whole, maintains centralized institution Fund accounting records, and
prepares the combined financial statements.

Section 5005 of the California Penal Code authorizes the Department to establish and
maintain prison canteens for sale of toilet articles, candy, notions, and other sundries to
inmates. It also states that, "the sale prices of the articles offered for sale shall be fixed by
the director at the amounts that will, as far as possible, render each canteen self-supporting.”

The Fund’s primary revenue-generating activity is canteen sales of food and non-food items
to inmates. Through the operation of the canteens in all correctional institutions and other
activities such as photo projects, the Fund provides benefits, education, and welfare for the
inmates. Benefits include the purchase of publications, rental of movies, work opportunities,
and other inmate programs.

These financial statements present information on the combined financial activities of the
Fund with a supplemental schedule of revenues and expenses by institution. They do not
represent all the financial activities of the Department or of individuatl institutions.

2. Summary of Significant Accounting Policies

A. Basis of Presentation

The accompanying financial statements present the financial position of the Fund as of
June 30, 2007 and the results of its operations and changes in fund balance for the year
then ended. These financial statements have been prepared in compliance with State of
California laws and accounting procedures. In accordance with the State of California’s




fund classification, the Fund is classified as a Nongovernmental Trust and Agency Fund
for financial reporting purposes.

Basis of Accounting

The accounting method used for the Fund is in compliance with the Statutory basis of
accounting prescribed by the California State Administrative Manual, Inmate Welfare
Fund Manual, and California Government Code, which comprise a comprehensive basis
of accounting other than Generally Accepted Accounting Principles (GAAP).

Income

Canteen sales are recognized at the time of sale at the canteen. Money is collected in
advance from the inmates’ trust accounts and is recorded as a liability in the Advance
Collections account until sales are made. Photo Project sales are recognized at the time

photo tickets are sold.

Expenses

During the fiscal year, expenses are recognized when claims to the State Controlier are
filed against the current year appropriation, or when funds are transferred to the State
Payroll Revolving Fund for the payment of salaries and wages. Valid expense
commitments including encumbrances are accrued as accounts payable at June 30.

Purchases of equipment are expensed in the year of acquisition; however, equipment
valued at $500 or over and with an estimated useful life of 12 months or more is
capitalized and fully reserved on the balance sheet. Due to the relative immateriality of
the expense, the Department has elected not to depreciate the Fund’s capitalized
equipment or recognize the associated depreciation expense. This is a departure from
GAAP, which requires equipment to be expensed over its useful life by an appropriate
form of depreciation. The effects of this departure from GAAP could not be reasonably

determined.

. Allocated Costs

Fund expenses incurred in providing centralized accounting and administrative services
and certain inmate benefits are allocated to each institution to more accurately report the
total costs for each institution’s Fund operations. The aliocation of the centralized
accounting and administrative costs is based on each institution’s proportional share of
the total Fund’s cost of goods sold; and the ailocation of statewide inmate benefits is
based on each institution’s proportional share of the total statewide average inmate
population. The effect on the financial statements is to increase each institution’s
expenses and decrease each institution’s net income; however, there is no effect on the
combined Fund net income.




D. Prior Year Adjustments

The Prior Year Adjustments Account is used to record income and expense adjustments
made for a prior fiscal year. These adjustments usually reflect under-accruals,
over-accruals, and corrections of errors and estimates made at the prior fiscal year-end.
Accruals and changes in estimates are not pricr period adjustments under GAAP. For
statutory reporting purposes, these adjustiments are shown as a separate line item
between “Current Year Net Income” and “Total Net Income.”

E. Retirement Plan

Regular employees of the Department are members of the California Public Employees’
Retirement System (CalPERS), which is a defined benefit, contributory retirement plan.
Retirement contributions by employees are set by statute as a percentage of payroll
(Tier | and Safety employees), or are zero (Tier Il employees). Retirement contributions
by the employer to CalPERS are actuarially determined under a program where total
contributions plus CalPERS investment earnings will provide the necessary funds to pay
retirement benefits when incurred. Each institution’s employer contributions are
included in the cost of personal services. For further information, please refer to the
annual single audit of the State of California, and to the CalPERS Comprehensive
Annual Financial Report.

F. Vacation and Sick Leave

Under the Statutory Basis of Accounting, the State does not record the costs of vacation
and sick leave at the time the benefits are accumuiated. When leave is used, the
personal services account is charged. Under GAAP, the accumulation of employees’
vacation and sick leave credits is accounted as a liability to be charged when the credits

are used.
G. Budgetary Control

The Fund's annual budget is legally adopted through the Budget Act. While the
appropriations contained in the Budget Act are the primary sources of expenditure
authority, the budget can be amended throughout the year. Appropriations are available
for expenditure or encumbrance in the year appropriated. Encumbrances not liquidated
within two years from the end of the period when the appropriation is made available
tapse, and the unused appropriation is returned to the Fund.

Fund management is responsible for exercising budgetary controf and ensuring that
appropriations are not overspent. Actual expenses did not exceed appropriations in
fiscal year 2006-07. However, as described in Note 2.D, prior year expense accruals
can differ from actual amounts paid in the current year. The differences are not material.

H. Canieen Merchandise at Cost -

Canteen Merchandise at Cost represents the value of canteen merchandise inventory
available for resale to inmates. Canteen merchandise is maintained under a perpetual
inventory system and is valued by the moving average cost method of inventory
valuation. In addition, prompt-payment discounts, vendor rebates, and other
adjustments are posted to cost of sales. These are departures from GAAP, which




reguires discounts 1o be posted to inventery and inveniories to be valued ai cost or at
current market vaiue, whichever is less. The impact on the financial statements of these
differences to cost of sales is immaterial.

3. Deposits in Surplus Money Investment Fund

Investments consist of available non-inmate Fund moneys on deposit in the Surplus Money
Investment Fund (SMIF). The Fund participates in the State of California’s Pocled Money
fnvestment Program, whereby Fund cash on deposit in the State Treasury determined to be
in excess of the Fund’s immediate needs are transferred o the SMIF for investment
purposes. All earnings derived from investments of the SMIF are apportioned to the
contributing fund as provided in the Government Code.

4. Litigation—Investment of Inmate Trust Moneys

Section 5008 of the California Penal Code states that the Director of the California
Department of Corrections and Rehabilitation (Director) may combine the funds of any
inmate with the funds of other inmates, for purposes of deposit or investment only. The
code section further requires the Director to deposit interest or increment accruing to such
investments in the Fund. The Director suspended this practice after inmates filed a

1996 lawsuit alleging that by failing to pay interest on funds deposited in their individual
inmate trust accounts, the Director violated the Fifth Amendment Taking Clause and their
equal protection rights.

In October 1998, the Director returned $6,100,000 of inmate trust funds held by the Fund
and invested in the Surplus Money Investment Fund to the respective accounts held at
individual institutions. On March 22, 2000, the court granted a summary judgment that the
prisoners’ interest had not been taken without just compensation.

In subsequent litigation, the California Attorney General briefed the Ninth Circuit Court that
the U.S. Supreme Court had dismissed a similar case on the basis that failure to pay
interest on funds held in trust to the owner of the principal did not violate the

Fifth Amendment Taking Clause. The Attorney General further argued that the cost of
operating the trust fund system and/or the cost of distributing the interest to the individual
accounts is more than the interest earned on the inmate trust funds.

In 20056 the parties settled the case, with the Director agreeing to provide interest on
inmates' accounts through a proposed new Restitution Accounting and Canteen System
(RACS). The RACS has been implemented at all womens’ institutions and is scheduled for
implementation at all mens’ institutions by November 1, 2008.
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